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This report presents the results of our review to determine the effectiveness of the
Internal Revenue Service’s (IRS) efforts to implement new legislation, and to evaluate
the actions taken to ensure that tax returns affected by significant new legislative
provisions were processed correctly. In summary, we found that the IRS properly
processed most tax returns affected by legislative provisions effective for the 1999 filing
season. However, taxpayers and the IRS did experience problems with some of the
new provisions. The IRS could help alleviate these problems if it would:

Initiate a post review of tax returns with taxpayer errors related to specific legislative
provisions.

Ensure computer programs necessary to identify taxpayer errors related to two new
tax law provisions are completed by the 2001 filing season.

Ensure that notices issued to taxpayers are more accurate, clear, and informative.

Consider the feasibility and cost effectiveness of conducting limited computer
research to correct inaccurate names and taxpayer identification numbers (TIN)
entered on tax returns.

The IRS has responded to the report and its comments have been incorporated into the
text where appropriate. The full text of the comments is included as Appendix XVI.
With the exception of the issue discussed below, we agree with the corrective actions
outlined in the IRS’ response.

IRS management did not implement our recommendation to correct inaccurate names
and TINs on returns rather than disallowing credits and exemptions. They expressed



concern that such action would not benefit taxpayers in the long run. Since taxpayers
would not be informed of the changes made on their returns, they may continue to use
the wrong TINs in the future. The returns would be directed to the Error Resolution
function year after year, thus, unnecessarily delaying the processing of all returns.

We believe the IRS should reconsider our recommendation to correct inaccurate names
and TINs on returns rather than disallowing credits and exemptions. Correcting a
taxpayer’s return does not preclude the IRS from issuing a notice to the taxpayer
explaining the taxpayer’s mistake and encouraging the taxpayer to ensure that the TIN
he/she enters on his/her tax returns is correct in succeeding years.

Copies of this report are also being sent to the IRS managers who are affected by the
report recommendations. Please contact me at (202) 622-6510 if you have questions,
or your staff may contact Walter E. Arrison, Associate Inspector General for Audit
(Wage and Investment Income Programs), at (770) 455-2475.
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Executive Summary

In 1997, the Congress enacted legislation that was considered the most extensive and
complicated the Internal Revenue Service (IRS) faced since 1986. Close to half of the
300 new provisions of the Taxpayer Relief Act of 1997 were effective for Tax Year
1998. Taxpayers experienced problems preparing 1998 individual income tax returns,
and the IRS experienced problems processing tax returns impacted by some of these new
provisions.

The objectives of this audit were to evaluate the effectiveness of the IRS implementation

efforts as well as to evaluate actions taken during the filing seasor? to ensure that tax
returns affected by significant new legidative provisions were processed correctly.

Results

The IRS put forth significant effort to prepare for the filing season, and has established
processes such as the testing of some newly developed forms, by taxpayer focus groups,
to ensure that new legidation was effectively implemented. The IRS aso conducted
functional reviews of Internal Revenue Manual instructions, systems acceptability testing
of new computer programs, and training of IRS employees. Overal, these efforts
resulted in taxpayers receiving information regarding new tax law provisions necessary to
properly file tax returns. The IRS properly processed most tax returns affected by these
provisions. However, taxpayers experienced problems understanding some of the new
legidative provisions and related forms and instructions. The IRS also experienced
problems processing tax returns impacted by some new legidative provisions. This
report discusses steps the RS should take to timely identify and resolve these problems
in the future. Recommendations in this report could result in the following:

The IRS could avoid losing over $7 million of revenue each year to taxpayers
claiming dependent exemptions to which they were not entitled.

The IRS could also avoid losing over $33 million of revenue each year to taxpayers
receiving tax credits to which they were not entitled.

The IRS could avoid improperly denying deductions totaling over $32 million per
year for contributions taxpayers made to Individual Retirement Accounts (IRA).

! Taxpayer Relief Act of 1997, 26 U.S.C.§ 24 (1999).
2 The IRS refersto thefirst half of the calendar year, when most individual taxpayers file their tax returns
and the IRS processes those returns, as “the filing season.”

Pege |
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Burden could be reduced on approximately 900,000 taxpayersif the IRS clarified tax

forms and instructions or notices issued to these taxpayers regarding new tax
provisions.

Burden could be reduced on another 239,000 taxpayers if the IRS corrected
inaccurate names and taxpayer identification numbers (TIN) on taxpayers returns
rather than disallowing taxpayers credits and exemptions.

The IRS could avoid improperly denying the Child Tax Credit to significant numbers
of taxpayers, and could avoid improperly alowing the Child Tax Credit to other
taxpayers.

Within ItsError Resolution Function, the Internal Revenue Service
Performs No Regular Post Review of Tax Returns I mpacted by Tax
Provisions

Astaxpayers income tax returns are processed by the IRS, computers analyze and
recompute information on the returns to identify potential errors. These potential errors
are resolved by employees in the Error Resolution function. If the IRS makes changes to

figures the taxpayers entered on their returns, employees send taxpayers notices
informing them of the changes.

Many changes the IRS made to taxpayers returns involving four new legidative
provisions were incorrect. These errors resulted in significant losses of funds to both the

Government and to taxpayers. The IRS did not timely identify and take action to address
significant error rates involving the following four new legidlative provisions:

Child Tax and Additional Child Tax Credit
Farmers Income Averaging

Changes to the Calculation of Modified Adjusted Gross Income Used to Determine
the Earned Income Tax Credit (EITC)

Increased Adjusted Gross Income Limits for Contributions to an IRA

If reviews had been performed and trended by tax provision, they may also have revealed
needed clarifications to tax forms and instructions.

TheInternal Revenue Service did not Program Computer Checksfor
Two New L egidative Provisions

Because of limited programming resources and extensive priority programming
requirements, the IRS postponed or cancelled programming to identify potential taxpayer
errors relating to two new tax law provisions. (See Appendix V for a detailed discussion
of these missing programs.) As aresult of these programs not being written, taxpayers
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mistakenly received the benefit from provisions in the tax law or received tax credits that
they were not entitled to.

These taxpayers were not informed of their errors and are likely to repeat them. Also,

these errors, if later identified by the IRS, could result in significant burden to taxpayers
as they could be subject to penalties and interest in addition to any underpaid taxes.

The Internal Revenue Service Could | mprove Several Taxpayer Notices
Related to New L egidative Provisons

Notices for the following four new tax provisions did not clearly or adequately explain
the taxpayers errors, or the actions necessary:

Child Tax and Additional Child Tax Credit
EITC Recertification

Changes to the Calculation of Modified Adjusted Gross Income for Purposes of
Determining the EITC

Increased Adjusted Gross Income Limits for Contributions to an IRA

If taxpayers do not receive complete, clear notices, they are likely to repeat errorsin
subsequent years, or to contact the IRS for clarification.

Thelnternal Revenue Service Could Correct | naccur ate Names and
Taxpayer |dentification Numberson Returns Rather than Disallowing
Credits and Exemptions

In over 31 percent of 403 notices sampled, the IRS had the correct information elsewhere
on its computer system when it sent notices telling taxpayers their Child Tax Credit was
disallowed because the name or TIN (usually a socia security number) for their child on
their 1998 tax return did not match IRS or Social Security Administration records.

If IRS employees performed computer research, the IRS could have prevented significant
numbers of notices from being issued, and reduced the related burden to taxpayers. The
IRS would experience additional returns processing costs to provide this service.
However, some costs would be recovered because fewer taxpayers would need to contact
the IRS to resolve their incorrect name or TINS.

Thelnternal Revenue Service Experienced Problemswith [ts Computer
Programsto Implement Earned Income Tax Credit Recertification

Taxpayers who have been denied the EITC as aresult of an IRS audit are not eligible to
claim the credit in subsequent years unless they provide information to demonstrate their
eligibility on Information to Claim Earned Income Credit After Disallowance (Form
8862).

Page iii
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Based on the tax return instructions, we anticipated that taxpayers would be confused
about when to file Form 8862. The computer programs prepared by the IRS did not take
into consideration that some taxpayers would file the form unnecessarily, and would have
caused these taxpayers refunds to be delayed. We reported thisissue to the IRS, and it
immediately revised its programs. During the filing season, approximately

6,500 taxpayers unnecessarily filed Form 8862. Left uncorrected, the incorrect computer
programs would have caused refunds for these taxpayers, totaling approximately

$12.8 million ($8.8 million of which was the EITC) to be delayed unnecessarily. (See
Appendices VIII and IX.)

Early in the filing season, refunds totaling over $218,000 ($143,000 of which was the
EITC) were issued to 74 taxpayers whose refunds should have been stopped because they
were required to recertify with the IRS before they could receive the EITC. Computer
programs to stop these refunds were not functioning as intended.

We brought this problem to the IRS' attention in a memorandum and the IRS took
immediate corrective action. (See Appendices X and XI.) Left uncorrected throughout

the filing season, this programming error would have resulted in approximately
29,000 disgualified taxpayers receiving the EITC totaling over $50 million.

The Internal Revenue Service Unnecessarily Burdened TaxpayersWho
Obvioudy Entered the Child Tax Credit on theWrong Line

Taxpayers claimed amounts consistent with the Child Tax Credit on the Child Care
Credit or Education Credit line of their tax returns, and did not attach the required
schedules for these credits. Although these were obviously misplaced Child Tax Credit
entries, the IRS sent these returns back to, or corresponded with, taxpayers and requested
that they supply additional schedules.

Taxpayers could have been confused and frustrated when they received their tax returns
back or received correspondence requesting additional information to support credits they
did not intend to claim.

We brought this issue to the IRS' attention in a memorandum and the IRS took corrective
action. (See Appendices XII and XII1.)

Summary of Recommendations

The IRS should take several steps to ensure that legidative changes are properly
implemented. Included among these are: initiating a post review of Error Resolution
cases impacted by specific legislative provisions; ensuring that computer programming
necessary to identify taxpayer errors related to two new tax law provisions (detailed in
Appendix V) are completed by the 2001 filing season; and ensuring that notices issued to
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taxpayers are technically accurate, clearly address the taxpayers' errors, and clearly
inform taxpayers what to do.

The IRS should also consider the feasibility and cost effectiveness of conducting limited
computer research to correct inaccurate names and TINs entered on tax returns.

Management’s Response: |RS management agreed to implement our recommended
actions to ensure that legidative changes are properly implemented. The Assistant
Commissioner (Forms and Submission Processing) has initiated a post review of Error
Resolution cases impacted by specific legidative provisions. The results of these reviews
will be used to identify needed changes to tax forms and instructions. Submission
Processing has prepared and will submit requests for computer programming to identify
potential errors made by taxpayers relating to two new tax provisions. Submission
Processing and Customer Service will establish aformal clearance process to ensure that
notices issued to taxpayers are effective, technically accurate, and clearly address
taxpayers errors.

IRS management did not implement our recommendation to correct inaccurate names and
TINs on returns rather than disallowing related exemptions and credits. They expressed
concern that such action would not benefit taxpayersin the long run. Since taxpayers
would not be informed of the changes made on their returns, they would continue to use
the wrong TINs in the future. The returns would be directed to the Error Resolution
function year after year, thus steadily increasing the volume of returns requiring research,
and unnecessarily delaying the processing of al returns.

Office of Audit Comment: We disagree with the IRS' response regarding correcting
names and TINs on returns rather than disallowing related exemptions and credits.
Correcting a taxpayer’s return does not preclude the IRS from issuing a notice to the
taxpayer (when applicable) explaining the taxpayer’ s mistake and encouraging the
taxpayer to ensure that the TINs they enter on their tax returns are correct in succeeding
years. Issuing such anotice would address IRS' concern of a steadily increasing volume
of returns requiring research and correction.

The IRS has spent a significant amount of taxpayer dollars developing computer systems
which can provide instant access to taxpayers accounts in the name of providing “one-
stop” service to taxpayers. The ability to perform the research we have recommended
(which only takes a matter of seconds) resulted from these efforts. Some of the invalid
names and TINs identified are the result of mistakes by IRS employees when entering the
numbers into IRS computers. Performing the recommended research would allow the
IRS to avoid sending erroneous notices to the taxpayers affected by these IRS errors, and
would demonstrate the IRS commitment to “one-stop” service and taxpayer education.
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The objectives of this audit
were to evaluate the
effectiveness of the IRS
implementation efforts and to
ensure that tax returns
affected by significant new
legidlative provisionswere
processed correctly.

Objectives and Scope

This review was conducted as part of the Inspection
Service's (now the Treasury Inspector General for Tax
Administration) Fiscal Year 1999 audit plan. Prior to
this report, we issued a draft report, The Internal
Revenue Service Could Enhance the Process for
Implementing New Tax Legidation (Audit Number
19990068), recommending that the Internal Revenue
Service (IRS) increase emphasis on significant
legidative provisions to ensure that actions necessary to
implement those provisions are taken.

This audit was conducted from January through October
1999 at the Ogden and Fresno Service Centers and the
National Office. The audit was conducted in accordance
with Gover nment Auditing Standards.

The objectives of this audit were to evaluate the
effectiveness of the IRS implementation efforts as well
as to evaluate actions taken during the filing season to
ensure that tax returns affected by significant new
legidlative provisions were processed correctly.

To accomplish our objectives, we analyzed tax
legidation to identify provisions affecting returns
processing for Tax Year (TY) 1998. We identified nine
individual income tax provisions which we considered
to be significant to this review based on: 1) the number
of taxpayers affected, 2) the anticipated revenue impact,
3) the sensitivity of the provision, 4) the complexity of
the provision, and 5) the results of the IRS
implementation activities discussed in our prior report.
(Appendix VII contains alist, and brief explanation, of
these nine legidative provisions.) At the two service
centers we tested, we identified 1998 individual income
tax returns impacted by the applicable new tax

! The IRSrefersto the first half of the calendar year, when most
individual taxpayersfile their tax returns and the IRS processes
those returns, as “the filing season.”
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provisions and conducted computer analyses of dataon
the returns.

We sampled and reviewed these tax returns to determine
whether:

1. ThelRS processed the returns correctly.

2. Any errors on the returns related to the new tax
provisions were corrected properly, and whether the
IRS trended taxpayer errors to identify needed
improvements to tax forms and instructions.

3. Notices sent to taxpayers by the IRS regarding new
tax provisions were correct, clear and courteous.

We reviewed processes the IRS had in place for
identifying filing season processing problems related to
new tax provisions.

Where possible, when we identified tax return
processing problems or recurring taxpayer errors, we
determined the number of taxpayers impacted
nationwide. We did this by obtaining nationwide
computer data from the IRS' Individual Masterfile

(IMF).2

Details of our audit objectives, scope, and methodol ogy

are presented in Appendix I. Major contributors to this
report are listed in Appendix I1.

Background

Three laws were enacted in 1997 that were considered
the most extensive and complicated legidation the IRS
faced since the Tax Reform Act of 1986. The new
legislation included the Taxpayer Relief Act,® the
Balanced Budget Act,* and the Taxpayer Browsing
Protection Act of 1997.°> The Taxpayer Relief Act of

2 |RS' IMF isthe IRS database that maintains transactions or
records of individual tax accounts.

3 Taxpayer Relief Act of 1997, 26 U.S.C. § 24 (1999).

“ Balanced Budget Act of 1997, Pub. L. No. 105-33.

® |.R.C. § 7213A (1999).
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The Taxpayer Relief Act of
1997 contained nearly 300
new provisions. Closeto half
of these new provisions were
effective for TY 1998.

The IRS should take stepsto
timely identify and resolve
processing problems.

1997 contained nearly 300 new provisions, many of
which affected returns processing activities. Closeto
half of the provisions were effective for TY 1998 and
were considered the most complex. Many of these
provisions received considerable political attention,
indicating the Congress would be interested in ensuring
they were implemented by the IRS as intended.

The mission of the IRS is to provide America's
taxpayers top quality service by helping them
understand and meet their tax responsibilities and by
applying the tax law with integrity and fairness to all.
One step the IRS takes to accomplish thisis identifying
and correcting errors on taxpayers' individual income
tax returns. In addition, in an effort to lessen the burden
on taxpayers, the IRS has committed to take efforts
sooner to promote taxpayer compliance. This includes
Improving returns processing, identifying issues early
and adjusting refunds, telling taxpayers about recurring
problems, and improving forms and publications.

Results

The IRS put forth significant effort to prepare for the
filing season, and has established processes such as
testing of some newly developed forms, by taxpayer
focus groups, to ensure that new legidation was
effectively implemented. The IRS aso conducted
functional reviews of Interna Revenue Manual
instructions, systems acceptability testing of new
computer programs, and training of IRS employees.
Overal, these efforts resulted in taxpayers receiving
information regarding new tax law provisions necessary
to properly file tax returns. The IRS properly processed
most tax returns affected by these provisions. However,
taxpayers and the IRS did experience problems related
to preparing and processing tax returns impacted by
some new legidative provisions. This report discusses
steps the IRS should take to timely identify and resolve
these problems in the future. Recommendations in this
report could result in the following:

Page 3



Taxpayers and the Internal Revenue Service
Experienced Problems With Some New Tax Provisions

The IRS could avoid losing over $7 million of

revenue each year to taxpayers claiming dependent
exemptions to which they were not entitled.

The IRS could aso avoid losing over $33 million of
revenue each year to taxpayers receiving tax credits
to which they were not entitled.

The IRS could avoid improperly denying deductions
totaling over $32 million per year for contributions
taxpayers made to Individual Retirement Accounts
(IRA).

Burden could be reduced on approximately 900,000
taxpayers if the IRS clarified tax forms and
instructions or notices issued to these taxpayers
regarding new tax provisions.

Burden could be reduced on another 239,000
taxpayers if the IRS corrected inaccurate names and
taxpayer identification numbers (TIN) on taxpayers
returns rather than disallowing taxpayers’ credits and
exemptions.

The IRS could avoid improperly denying the Child
Tax Credit to significant numbers of taxpayers, and
could avoid improperly alowing the Child Tax
Credit to other taxpayers.

During this review, we aso identified issues requiring
the IRS immediate attention, and reported these issues
to IRS management through memoranda. The IRS took
corrective action on these issues. Where applicable, we
have included the IRS' responses in this report, and
where possible, we have provided additional data

regarding the volumes of returns affected by these
issues.
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Many of the changesthe IRS
made to taxpayers' returns
impacted by four new
legidative provisonswere
incorrect.

Within Its Error Resolution Function, the
Internal Revenue Service Performs No Regular
Post Review of Tax Returns Impacted by Tax
Provisions

Astaxpayers income tax returns are processed by the
IRS, computers analyze and recompute information on
the returns to identify potential errors. Discrepancies are
resolved by employees in the Error Resolution function.
If the IRS makes changes to figures the taxpayers have
entered on thelir tax returns, employees send the
taxpayers notices informing them of the changes. To
evauate the accuracy of employees work, the IRS
reviews samples of returns worked by individual
employees. The samples are pulled based on the
number of returns completed by the employee.

Many of the changes the IRS made to taxpayers returns
impacted by four new legidlative provisions were
incorrect. These incorrect changes were not identified
by the IRS. The IRS has the capability to select for
review, tax returns worked by Error Resolution
employees based on specific tax provisions. However, it
has not implemented such areview on aregular basis. |f
the IRS Error Resolution function had performed
regular post reviews of tax returns by tax provision, and
trended the results, they could have identified and taken
action to solve processing problems related to these
returns. Trend analyses could also have been used to
identify recurring taxpayer errors, which might be
reduced by changes or improvements to tax forms and
Instructions.

Processing Problems Could Have Been | dentified
and Corrected

The IRS did not timely identify and take action to
address significant error rates involving the following
new legidlative provisions included in our review:
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Taxpayers were often
improperly denied or given
Child Tax and/or Additional
Child Tax Credit.

Farmerswho used Schedule J
were improperly assessed
additional tax 99 percent of
the time.

1. Child Tax and Additional Child Tax Credit

For the returns of taxpayers receiving notices that we
tested, many taxpayers were improperly denied, or
improperly received, the Child Tax and/or Additional
Child Tax Credit. The IRS miscalculated the Child Tax
Credit on approximately 18 percent (39 of 214) of the
cases in our samples. It miscalculated the Additional
Child Tax Credit on approximately 36 percent (57 of
159) of the cases we reviewed. Taxpayers were denied
credits totaling over $32,000, and were given credits to
which they were not entitled totaling over $15,000 in
these 96 instances. Through August 1, 1999, the IRS
had issued 492,106 notices informing taxpayers they had
miscalculated their Child Tax Credit and 47,175 notices
informing taxpayers they had miscalculated their
Additional Child Tax Credit.

Also, asof July 3, 1999, approximately 90,000
taxpayers nationwide who claimed the Child Tax Credit
but did not provide avalid TIN for their child, received
dependency exemptions to which they were not entitled.
They received this exemption even though the IRS did
not allow their related Child Tax Credit. This incorrect
exemption generally resulted in these taxpayers’ tax
ligbilities being understated by $405 each. This
condition occurred due to a combination of employee
errors and a computer programming oversight. We
informed the IRS of this problem in a memorandum
dated March 17, 1999. The IRS took immediate action
to address the employee errors and agreed to correct the
computer programming for the 2000 filing season.

2. Farmerslincome Averaging

For the returns of taxpayers receiving notices that we
tested, farmers who computed their income tax using the
Farmers Income Averaging (Schedule J), were
improperly assessed additional tax 99 percent of the
time (183 of 184 notices). These taxpayers were
assessed approximately $224,000 more than they
reported on their tax returns. The IRS computers were
not programmed to accept information from Schedule J.
These taxpayers returns went to the Error Resolution
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function because the tax calculated by the IRS
computer program was different than the tax calculated
by the taxpayers on Schedules J. Schedules Jwere filed
infrequently, and IRS employees were not accustomed
to them. Asaresult, they overlooked instructions to
search for a Schedule J before rejecting the taxpayer’s
tax calculation and accepting the cal culation made by
the IRS computer. We informed the IRS of this
problem in a memorandum dated May 28, 1999, and it
took immediate corrective action. (See Appendices X1V
and XV.)

Asof August 1, 1999, the IRS issued approximately
625,600 notices informing taxpayers they had
miscalculated their tax. Because Schedule Jis not
entered in the IRS computers, we could not determine
how many of these notices resulted from taxpayers filing
a Schedule J. However, we believe the number would
be low.

3. Changesto the Calculation of Modified Adjusted
Gross Income for Purposes of Determining the
Earned Income Tax Credit

For the returns of taxpayers receiving notices that we
tested, the Earned Income Tax Credit (EITC) of
taxpayers also reporting distributions from Individual
Retirement Accounts (IRA) or pensions was improperly
reduced approximately 48 percent of the time (60 of
124). These taxpayers were denied approximately
$38,000 of the EITC. Asof August 1, 1999, the IRS
had issued 63,279 notices informing taxpayers they had
made a mistake when determining their modified
adjusted gross income for the EITC. Based on volumes
in the two service centers included in our review, we
estimate that close to half of these notices resulted from
modifications to adjusted gross income for determining
the EITC when taxpayers reported distributions from
IRAS or pensions.
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Trending taxpayer errors
might identify improvements

for tax forms and instructions.

Tax forminstructions do not
clearly explain €ligibility for
the Additional Child Tax
Credit.

4. Increased Adjusted GrossIncome Limitsfor
Contributionsto an Individual Retirement
Account

Married taxpayers who filed jointly, whose modified
adjusted gross income was between $60,000 and
$160,000, and who claimed deductions for IRAs and
Keogh retirement plans, were improperly denied their
IRA deductions. Computer programs for the Error
Resolution program did not take into consideration the
increased modified adjusted gross income limits for
married taxpayers. The IRS did not properly implement
manual procedures to make up for the programming
error. We performed a computer analysis of datafrom
the IRS IMF and found that through the end of July
1999, approximately 17,000 taxpayers meeting the
criteriareferred to above were denied IRA deductions.
The deductions disallowed in error averaged $1,918.

Needed Changesto Forms and I nstructions Could
Have Been | dentified

Besides identifying processing errors, trend analyses of
quality review results could be used to identify recurring
taxpayer errors which might be reduced by changes or
improvements to tax forms and instructions. For
example:

Many taxpayers claimed the Additional Child Tax
Credit even though they did not have three or more
children as required. In our samples, approximately
26 percent of the taxpayers (22 of 83) who made
mistakes when calculating their Additional Child
Tax Credit had claimed fewer than three dependents.
Asof August 1, 1999, the IRS had issued notices to
47,175 taxpayers informing them that they had made
mistakes when calculating their Additional Child
Tax Credit. The Additional Child Tax Credit (Form
8812) and its accompanying instructions, as well as
instructions for the U.S. Individual Income Tax
Return (Forms 1040 and 1040A), do not clearly
explain that taxpayers must have at least three
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Tax forminstructions do not
explain that dependents
names must match IRSor SSA
records.

Taxpayers were having
difficulty calculating their
modified adjusted gross
income for the purpose of
determining their EITC.

qualifying children to be eligible for the Additiona
Child Tax Credit.

Taxpayers entered names for dependents they were
claiming which did not match the records of the IRS
or the Social Security Administration (SSA). When
this occurs, IRS employees are instructed to disallow
the exemption claimed for the dependent as well as
any related credits such as the Child Tax Credit.

We reviewed available IRS data for 125 taxpayers
receiving notices informing them that their Child
Tax and/or Additiona Child Tax Credit was not
allowed because the TIN and/or name they entered
for their child did not match the records of either the
IRS or the SSA. Approximately 22 percent of these
taxpayers (28 of 125) had entered surnames for their
children that did not match IRS or SSA records. As
of August 1, 1999, the IRS had issued these notices
to 773,672 taxpayers. Instructions for Forms 1040
and 1040A do not explain to taxpayers that the
names of their dependents must match IRS or SSA
records.

Taxpayers were having difficulty calculating their
modified adjusted gross income for the purpose of
determining their EITC. Asof August 1, 1999, the
IRS had issued notices to 63,279 taxpayers
informing them that they had miscal culated their
modified adjusted gross income for purposes of
determining their EITC. In our samples,
approximately half of these notices related to
adjustments made necessary by the new tax law
provision. The modified adjusted gross income
computation is relatively complex. The IRS
instructions for computing it are in a detailed
narrative with no worksheet or examples to help
simplify the computation.

Taxpayers were claiming more than the

$1,000 deduction for interest on education loans
allowed by the law. In our samples, over 56 percent
of the taxpayers who made mistakes when claiming
adeduction for interest on education loans claimed
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Taxpayers were claiming more
than the $1,000 deduction for
interest on education loans

allowed by the law.

deductions of over $1,000. As of August 1, 1999,
the IRS had issued notices to 43,638 taxpayers
informing them that they had miscalculated their
student loan interest deductions. Forms 1040 and
1040A and the instructions related to the deduction
for interest on education loans do not specifically
inform taxpayers that they cannot claim a deduction
of more than $1,000. Taxpayers compute the
deduction using a worksheet that includes the
maximum $1,000 as part of the computation.

Recommendations

1. The National Director, Submission Processing,
should initiate a post review of Error Resolution
cases impacted by specific legidative provisions,
with special emphasis on new tax provisions. The
Computer Assisted Review of the Error Resolution
System (CARE) could facilitate such areview. The
results of this post review should be trended to
identify processing problems, recurring taxpayer
errors, and needed changes or improvements to tax
forms and instructions.

2. The National Director, Tax Forms and Publications
Division, should receive and review the results of
this trend analysis annually to help identify needed

changes or improvements to tax forms and
instructions.

Management’ s Response: The Assistant Commissioner
(Forms and Submission Processing) has initiated a
weekly post review of Error Resolution cases impacted
by specific legidative provisions utilizing the CARE
system.

The results of thisreview will be provided to the Tax
Forms and Publications function to identify trends and
target specific areas for additional research.
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The Internal Revenue Service did not Program

Computer Checks for Two New Legislative
Provisions

As discussed earlier, the IRS assists taxpayersin
understanding and meeting their tax responsibilities by
using computer programs to identify errors on
taxpayers' individual income tax returns. IRS
employees issue notices to taxpayers explaining the

TheIRSisresponsiblefor taxpayers errors and the adjustments made by the IRS
implementing tax provisonsin - tg correct the errors. These computer programs are also
accordance with the used to ensure that certain limitations and requirements
specifications set by the

specified by the Congress are met. Often when the
Congress passes tax legidation, it is intended to impact
specific taxpayers. For example, many tax credits and
deductions are available to taxpayers with lower income,
but decrease as the taxpayers income increases. The
IRS is responsible for implementing the tax law in
accordance with the specifications set by the Congress.

Congress.

Because of limited programming resources and
extensive priority programming requirements, the IRS
postponed or cancelled computer programming to
identify potential errors made by taxpayers relating to
two new tax law provisions. (Because providing the
specific details of the missing computer programs could
have a negative effect on tax administration, they will
not be discussed in the body of this report. See
Appendix V for details.)

Without computer programs to As aresult of these programs not being written,

prevent them, taxpayers taxpayers mistakenly received the benefit of provisions

mistakenly received the benefit in the tax law or received tax credits that they were not

of provisionsthat they were entitled to. These taxpayers were not informed of their

not entitled to or received errors, and are thus likely to repeat them. Also, these

credits that they were not errors, if later identified by the IRS, could result in

entitled to. significant burden to taxpayers, as they could be subject
to penalties and interest in addition to any underpaid
taxes.
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Recommendation

3. The Chief Operations Officer should ensure that
computer programming necessary to identify
taxpayer errors related to these two tax law
provisions is completed by the 2001 filing season

Management’s Response: Submission Processing has
prepared and will submit two computer programming
reguests to identify potential taxpayer errors related to
the two tax law provisions.

The Internal Revenue Service Could Improve
Several Taxpayer Notices Related to New
Legislative Provisions

If the IRS makes changes to figures taxpayers have
entered on their tax returns, employees send the
taxpayers notices to inform them of the changes. To
implement new legidation, the IRS must develop or
amend notices to address taxpayer errors related to the
new legislative provisions. These notices should clearly
communicate to taxpayers what their errors were, and
what, if any, actions are required of the taxpayers.

Notices for the following four new tax provisions did
not clearly or adequately explain the taxpayers errors,
did not inform taxpayers of actions they needed to take,
or were not technically accurate.

Child Tax and Additional Child Tax Credit

EITC Recertification

Changes to the Calculation of Modified Adjusted
Gross Income for Purposes of Determining the EITC

Increased Adjusted Gross Income Limits for
Contributions to an IRA

For example, to claim the Additional Child Tax Credit,
taxpayers must have three or more qualifying children.
Taxpayers who claimed this credit, but had less than
three qualifying children were often sent notices which

The IRS could improve notices
for four new tax provisions.
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stated, “Y ou incorrectly figured your Additional Child
Tax Credit on Form 8812. We adjusted your credit
accordingly.” Taxpayers receiving this notice would not
know they did not have enough qualifying children to
claim the Additional Child Tax Credit. (For more
information regarding these notices, see Appendix VI.)

The IRS needs to improve the The IRS relies on employees that develop notices to

process used to ensure the review them for technical accuracy. The IRS Notice

quality of notices. Clarity function reviews all new and revised notices to
ensure the notices are clearly written, and inform
taxpayers what they need to know, and what, if anything
they need to do. These review processes were not
effective for the notices referred to above. In addition,
there was no review process to compare available
notices to actual errors made by taxpayers during the

filing season.
If taxpayers do not receive Asof August 1, 1999, the IRS had sent 661,805 of the
complete, clear notices, they notices discussed above. If taxpayers do not receive
arelikely to repeat errorsin complete, clear notices, they are likely to repesat errorsin
subsequent years. subsequent years, or to contact the IRS for clarification.

Recommendation

4. The Chief Operations Officer should ensure that
reviews of notices issued to taxpayers are effective
in ensuring the notices are technically accurate,
clearly address the taxpayers' errors, and clearly
inform taxpayers what steps they need to take.

Management’s Response: Submission Processing and
Customer Service will establish aformal clearance
process to ensure that notices issued to taxpayers are
effective, technically accurate, and clearly address the
errors.
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The Internal Revenue Service Could Correct
Inaccurate Names and Taxpayer Identification
Numbers on Returns Rather than Disallowing
Credits and Exemptions

Taxpayers must provide the name and TIN (usually a
socia security number) of each person they claim as an
exemption on their individual income tax return. This
same information is necessary to claim several credits
on atax return including the Child Tax and Additional
Child Tax Credits. When either the name or TIN
entered on a tax return does not match the IRS' or the
SSA’s records, the IRS' procedures instruct the
employee to disalow the exemption and any related
credits without performing computer research to correct
theinvalid information. Then, the IRS adjusts the
taxpayer’ s refund or balance due accordingly.

Dependent children are generally claimed year after year
and accurate names and social security numbers are,
accordingly, often on prior year IRS records. In

Correct names and social approximately 31 percent of 403 cases sampled (125 of
security numbers of taxpayers 403), the IRS had the correct information elsewhere on
dependents are often readily its computer system when it sent notices informing
available to the IRS taxpayers their Child Tax Credit was disallowed because

the name or TIN for their child on their 1998 tax return
did not match IRS or SSA records.

When the IRS disallows a dependency exemption and
related Child Tax Credit, taxpayers may be
understandably confused or angry because these
exemptions were often allowed in prior years.
Occasionaly the names or TINSs provided by the
taxpayers were correct, and incorrect information was
entered onto the IRS  computers by IRS employees.
This occurred in 11 of the 403 cases we reviewed. In
order to reclaim the disallowed credits and exemptions,

taxpayers must contact the IRS to provide them with the
correct information.
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By performing computer By performing the same basic research we did for our
research, the IRS could sample, the IRS could prevent significant numbers of
prevent unnecessary noticesto  notices from being issued and reduce the related burden
taxpayers. on taxpayers. Asof August 1, 1999, the IRS had issued

773,672 notices to taxpayers informing them that their
Child Tax or Additional Child Tax Credit had been
disallowed because of an invalid name or TIN.

The IRS would experience additiona returns processing
costs to provide this service to taxpayers. However,
some of these costs would be recovered because fewer
taxpayers would need to contact the IRS to resolve the
incorrect name or TIN. Currently, approximately 75
percent of the taxpayers nationwide who receive these
notices, subsequently contact the IRS with corrected
information. Asaresult, the IRS has to adjust these
taxpayers' tax accounts.

Recommendation

5. We agree that the IRS needs to ensure that
taxpayers dependents are valid before allowing
related exemptions and credits. However, since
most of the taxpayers who provided inaccurate
names and/or social security numbers for their
dependents contact the IRS with correct information,
the Chief Operations Officer should consider the
feasibility and cost effectiveness of conducting
limited computer research to find the correct
information before burdening the taxpayer.

Management’s Response: |RS management did not
implement our recommendation to correct inaccurate
names and TINs on returns rather than disallowing
related exemptions and credits. They expressed concern
that such action would not benefit taxpayers in the long
run. Since taxpayers would not be informed of the
changes made on their returns, they would probably use
the same names and TINs in the future. The returns
would be directed to the Error Resolution function year
after year, thus unnecessarily delaying the processing of
thereturns.
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They also expressed concern about the impact on the
Error Resolution function in the Submission Processing
centers. When the requirement for this type of research
increases, the correction of returnsis slowed, delaying
processing of al returns. Returns would be received
with the same errors each year, thus steadily increasing
the volume of returns requiring research and a
correction. The steadily increasing volume and
increased requirements could limit systemic and staffing
resources available for correcting other returns.

Office of Audit Comment: We disagree with the IRS
response regarding correcting names and TINs on
returns rather than disallowing related exemptions and
credits. Correcting ataxpayer’s return does not preclude
the IRS from issuing a notice to the taxpayer (when
applicable) explaining the taxpayer’ s mistake and
encouraging the taxpayer to ensure that the TINs they
enter on their tax returns are correct in succeeding years.
I ssuing such a notice would address the IRS' concern of
a steadily increasing volume of returns requiring
research and correction.

The IRS has spent a significant amount of taxpayer
dollars developing computer systems which can provide
instant access to taxpayers accounts in the name of
providing “one-stop” service to taxpayers. The ability to
perform the research we have recommended resulted
from these efforts. We observed Error Resolution
employees taking the steps necessary to perform this
research. The entire process was completed in a matter
of seconds. Some of the invalid names and TINS
identified are the result of mistakes by IRS employees
when entering the numbers into IRS computers.
Performing the recommended research would allow the
IRS to avoid sending erroneous notices to the taxpayers
affected by these IRS errors, and would demonstrate the
IRS commitment to “one-stop” service and taxpayer
education.
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The Internal Revenue Service Experienced
Problems with Its Computer Programs to
Implement Earned Income Tax Credit
Recertification

Taxpayers who have been denied the EITC as aresult of
an IRS audit are not eligibleto clam the EITC in
subsequent years unless they provide information to
demonstrate their digibility. They provide this on the
Information to Claim Earned Income Credit After
Disallowance (Form 8862).

The IRS prepared computer programs to identify the tax
returns of taxpayers who were required to file this form.
These taxpayers refunds were to be stopped until IRS
employees could review the information on the forms
and determine if the taxpayers qualified for the EITC.
The IRS computer programs designed to implement
this process had errors that would have delayed some
refunds that should not have been delayed, and allowed
other refunds to be issued which should not have been
Issued.

Refunds Unnecessarily Stopped

Based on the instructions for Forms 1040 and 1040A,
we anticipated that taxpayers would be confused about
when to file Form 8862, and some taxpayers would file
the form unnecessarily. The computer programs
prepared by the IRS did not take this situation into
consideration, and would have caused these taxpayers
refunds to be delayed. We reported thisissue to the IRS,
and it immediately revised its programs to ensure that
taxpayer refunds would only be delayed when
necessary. (See AppendicesVIIl and 1X.)

The IRS computer programs During the filing season, approximately 6,500 taxpayers

would have unnecessarily unnecessarily filed Form 8862. Left uncorrected, the

delayed refunds for incorrect computer programs would have caused refunds

approximately 6,500 for these taxpayers, totaling approximately $12.8 million

taxpayers. ($8.8 million of which was the EITC) to be delayed
unnecessarily.
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Refunds of Taxpayers Requiring Recertification for
the Earned Income Tax Credit Were Not Being

Stopped

Early in the filing season, refunds totaling
approximately $218,000 ($143,000 of which was the
EITC) were issued to 74 taxpayers who met the criteria
to have their refunds stopped. Computer programs to
stop these refunds were not functioning as intended.

We brought this problem to the IRS' attentionin a
memorandum dated February 10, 1999. The IRS took
immediate action to correct the problem. (See
Appendices X and X1.) Left uncorrected throughout the
filing season, this programming error would have
resulted in approximately 29,000 disqualified taxpayers
receiving the EITC, totaling approximately $50 million.
An IRSprogramming error, if Although IRS employees had not identified this

not corrected, would have programming error as of the date of our memorandum,
allowed creditsof we estimate they would have discovered the
approximately $50 million to programming error in approximately six weeks. (Our
beincorrectly refunded. estimate is based on the amount of time it would take for

the affected returns to post to IRS' IMF, related cases to
be generated for review by IRS employees, and these
employees to identify that refunds had already been
issued for the returns.) Therefore, we estimate the
amount of the EITC that would have been incorrectly
refunded would have been approximately $30.6 million
refunded to nearly 17,000 taxpayers.

Besides the potential lost revenue to the Government,
the programming error could have wasted IRS resources
to collect the EITC incorrectly refunded.
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The Internal Revenue Service Unnecessarily

Burdened Taxpayers Who Obviously Entered
the Child Tax Credit on the Wrong Line

The IRSwas unnecessarily Taxpayers claimed amounts consistent with the Child
corresponding with taxpayers Tax Credit on the Child Care Credit or Education Credit
who claimed the Child Tax lines of their tax returns, but did not attach the required
Credit on the wrong line. schedules for these credits. Although these were

obviously misplaced Child Tax Credit entries, the IRS
sent these returns back to, or corresponded with,
taxpayers and requested that they supply the schedules
necessary to claim the Child Care or Education Credits.

Taxpayers claiming the Child Tax Credit could have
been confused and frustrated when they received their
tax returns back with requests for additional information
to support credits they did not intend to claim.

We brought thisissue to the IRS' attention in a
memorandum dated March 25, 1999. The IRS took
corrective action which included issuing an information
aert to its employees to ook for misplaced entries

before corresponding with taxpayers for missing
schedules. (See Appendices XII and XII1.)

Conclusion

The IRS properly processed most tax returns impacted
by new legidative provisions. However, it needs to take
steps to timely identify and resolve processing problems
and recurring taxpayer errors. Taking the actions
recommended in this report could significantly reduce
taxpayer burden as well as protect or increase the
Government’ s revenue.
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Appendix |

Detailed Objectives, Scope, and Methodology

The objectives of this audit were to evaluate the effectiveness of the Internal Revenue
Service' s (IRS) implementation efforts as well as to evaluate actions taken during the
filing season® to ensure that tax returns affected by significant new legislative provisions
were processed correctly.

To accomplish our objectives, we analyzed tax legidation to identify provisions affecting
returns processing for Tax Year 1998. We identified nine individual income tax
provisions which we considered to be significant to this review based on: 1) the number
of taxpayers affected, 2) the anticipated revenue impact, 3) the sensitivity of the
provision, 4) the complexity of the provision, and 5) the results of the IRS
implementation activities discussed in our prior report. (Appendix VII contains alist,
and brief explanation, of these nine legidative provisions.)

Where possible, when we identified tax return processing problems or recurring taxpayer

errors, we determined the number of taxpayers impacted nationwide. We did this by
obtaining nationwide computer data from the IRS' Individual Masterfile (IMF).2

Specifically, we performed the following audit tests. Unless specified otherwise, these
tests were completed in the Ogden and Fresno Service Centers.

l. Child Tax Credit/Additional Child Tax Credit

A. Reviewed 45 judgmentally selected 1998 individual income tax returns, paper
and electronic, processed from January 4, 1999, through January 29, 1999, to
determineif the IRS correctly computed and validated the amount of the Child
Tax Credit for returns claiming the credit for four or fewer children.

B. Reviewed 20 judgmentally selected 1998 paper individual income tax returns,
processed from January 22, 1999, to February 5, 1999, in the Fresno Service
Center to determine if the IRS correctly computed and validated the amount of

the Child Tax Credit for returns claiming the credit for more than four
children.

! The IRS refersto thefirst half of the calendar year, when most individual taxpayers file their tax returns
and the RS processes those returns, as “the filing season.”
2 The RS IMF isthe IRS database that maintains transactions or records of individual tax accounts.
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C. Reviewed 69 judgmentally selected 1998 individual income tax returns, paper
and electronic, processed during five various weeks from January 29, 1999,
through April 9, 1999, to determine if the IRS correctly computed and
validated the amount of the Child Tax Credit for taxpayers with adjusted gross
income above the beginning phase-out level. (The phase-out level isthe
income level at which the law calls for the credit to begin being reduced.)

D. Reviewed 53 judgmentally selected 1998 paper individua income tax returns
processed from January 29, 1999, through February 5, 1999, in the Fresno
Service Center to determine if the IRS accurately identified and corrected
Child Tax Credit errors found on the returns.

E. Based upon the problems found in step D above, we expanded the scope of
this particular test to include those returns where Taxpayer Notice® number
692 (dealing with Child Tax Credit problems) or number 697 (dealing with
Additional Child Tax Credit problems) were issued. We reviewed an
additional 369 individual income tax returns (containing a total of 214
Taxpayer Notices number 692 and atotal of 159 Taxpayer Notices number
697), processed from February 5, 1999, through February 18, 1999, to
determine if adjustments made to the taxpayers returns were accurate.

F. Performed a computer analysis to identify 1998 individua income tax
returns, paper and electronic, processed from February 5, 1999, through
February 18, 1999, claiming the Child Tax Credit and receiving a Taxpayer
Notice number 691 (indicating the taxpayer had provided an invalid
dependent Social Security Number (SSN)). We analyzed the recordsto
determine whether the taxpayer’ s exemption amount was properly reduced.

G. Performed a computer analysis of the IRS IMF to identify all 1998 tax
returns processed through July 3, 1998, on which taxpayers claimed the Child
Tax or Additional Child Tax Credit and received a Taxpayer Notice number
691 (indicating the taxpayer had provided an invalid dependent SSN), but did

not receive a Taxpayer Notice number 605 (which would have indicated the
taxpayer’ s exemption amount was reduced).

3 IRS employees send numbered notices to taxpayers informing them of changes made to figures on their
tax returns.
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. Researched 403 judgmentally selected 1998 individual income tax returns on
the IRS' Integrated Data Retrieval System (IDRS)* using command code
RTVUE,® to determine if there was a valid name or SSN located on the prior
year (1997) individual income tax return which could have been used to
correct an invalid name or SSN provided by the taxpayer on their 1998 tax
return. Of those 125 cases for which prior year information was obtainable,
we determined whether taxpayers had entered an incorrect name or an
incorrect SSN.

Performed a computer analysis of 604,382 records of 1998 individual income
tax returns processed from February 12, 1999, through March 19, 1999, and
for a one week period ending April 9, 1999, to 